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Summary of Legidlation: Inheritance and Estate Taxes. The bill provides that the Indiana Inheritance Tax does
not apply to transfersfrom the estate of an individual who diesafter June 30, 2002. Thebill providesthat the Indiana
Estate Tax does not apply to the estate of an individual who dies after December 31, 2004. It also providesthat the
Indiana Generation Skipping Transfer Tax does not apply to the estate of an individual who dies after December 31,
2009, and before January 1, 2011. The bill also makes conforming amendments and repeal s statutes imposing the
Inheritance Tax.

Additional AGI Tax Deduction for the Elderly: Thebill increases from $500 to $1,000 the additional deduction from
Adjusted Gross Income (AGI) for taxpayers and their spouses who qualify for the federal deduction for the aged,
subject to certain income limits.

AGI Tax Deduction for Pension and IRA Distributions: The bill provides an Adjusted Gross Income (AGI) Tax
deduction for pension and annuity income and IRA distributions, to the extent these amounts areincluded in Federal
Adjusted Gross Income.

AGI Tax Deduction for Federal Civil Service Annuitiesand Military Retirement: Thebill alsoincreasesthe Adjusted
Gross Income (AGI) Tax deduction for recipients of Federal civil service annuities and for military retirement or
survivor's benefits.

Inflation Adjustment of Personal and Spousal Exemption: The bill requires certain deductions from an individual's
Adjusted Gross Income to be adjusted according to the Consumer Price Index.

Effective Date: January 1, 2002 (retroactive); July 1, 2002; July 1, 2004.
Explanation of State Expenditures: Inheritance Tax Repeal: Oncethe Inheritance Tax isrepealed, there could be

a savings to the state from areduction in staff in the Inheritance Tax Section of the Department of State Revenue.
The October 2, 2001, state manning table indicates that the Inheritance Tax Section has 15 full-time employees and
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one part-time employee. The annual salary cost for these employeesis $464,334. Since staff memberswould still be
needed to process returns, a specific savings due to staff reductions could not be estimated.

County Inheritance Tax Replacement: In addition to eliminating Inheritance Tax revenueto the state, the bill would
eliminate the resident Inheritance Tax revenue retained by the counties. The annual revenue loss to counties is
estimated to be approximately $9.9 M statewide beginningin FY 2004. Asaresult of therevenueloss, the bill would
increase expenditures from the state General Fund relating to the Inheritance Tax replacement for counties. The
maximum amount of county replacement for any year is approximately $7.5 M. With the repeal of the Inheritance
Tax, thisamount would continue to be paid to the counties. Since the Inheritance Tax does not have to be paid until
amaximum of 12 months after the decedent’ s death (within 9 months of the date of death to receive the 5% early
payment discount), theimpact of thebill isnot expected to begin until FY 2004. (See Explanation of Local Revenues,
below, for further explanation of the replacement procedure.)

AGI Tax Changes. The Department of State Revenue (DOR) would incur some administrative expenses relating to
the revision of tax forms, instructions, and computer programs to incorporate these changes. These expenses
presumably could be absorbed given the DOR’ s existing budget and resources.

Explanation of State Revenues: Inheritance and Estate Taxes: The bill would eliminate the Inheritance Tax
beginning with transfers from persons who die after June 30, 2002. This would eliminate revenue from the
Inheritance Tax and could potentially lead to an increasein revenue from the Indiana Estate Tax until FY 2007. This
offset by the Estate Tax will declineto zero by FY 2007 duetoincreasesin thefederal unified credit and the phaseout
of thefederal state death tax credit. (Note: Consistent with federal changes, thebill effectively eliminatesthe Indiana
Estate Tax beginning with 2005 decedents.) The estimated impact of the bill on Inheritance Tax and Estate Tax
revenue and the net lossto the state, including county replacement funding, is presented in the table below. Sincethe
Inheritance Tax does not have to be paid until amaximum of 12 months after the decedent’ s death (within 9 months
of the date of death to receive the 5% early payment discount), theimpact of eliminating the tax likely would not be
experienced until FY 2004.

Inheritance Tax Estate Tax State Expendituresfor | Net Increase
Fiscal Year Revenues Revenues County Replacement (Decrease)
2004 ($115.2 M) $26.9 M ($7.5M) ($95.8 M)
2005 ($115.2 M) $16.7 M ($7.5M) ($105.9 M)
2006 ($115.2 M) $5.2M ($7.5M) ($117.5 M)
2007 and after ($115.2 M) $0 ($7.5M) ($122.7 M)

The estimated revenue loss is based on the Revenue Technical Committee's updated FY 2003 forecast for the
Inheritance Tax (November 14, 2001) equal to $140 M and assumes that revenue in subsequent years will remain
the same. The forecast total includes revenue from the Indiana Estate Tax. Based on FY 2001 collections, roughly
17.7% of this total is derived from the Estate Tax. This suggests that Inheritance Tax revenue is forecast at
approximately $115.2 M and Estate Tax revenue at about $24.8 M.

The elimination of Inheritance Tax liabilities could potentially have an impact on Indiana Estate Tax revenues.

Indiana Estate Tax isowed on the assetsof an estateif (1) federal Estate Tax isowed on the estate and (2) the Indiana
portion of thefederal state death tax credit (against the federal Estate Tax) exceedsthetotal Inheritance Tax paid by
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transfereesof theestate. Sincethelnheritance Tax iseliminated, the Estate Tax liability would beequal to thelndiana
portion of the state death tax credit. The bill reflects this change. Consequently, for estates that owe federal Estate
Tax, the elimination of the Inheritance Tax liability for transferees of the estate results in a compensating increase
in the Estate Tax liability.

The estimated impact of the bill on Estate Tax revenuesisbased on an OFMA database of Estate Tax returnsrelating
to decedents who died between July 1, 1997, and June 30, 2000. The database consists of 559 estates upon which
Indiana Estate Tax was paid. Elimination of the Inheritance Tax liability for the sample increased the Estate Tax
liability of the sample by afactor of approximately 4.9 for FY 2004, 7.2 for FY 2005, and 8.1 for FY 2006. Based
ontheFY 2003 revenueforecast (asof November 14, 2001) and accounting for theimpact of therecent federal Estate
Tax changes, Indiana Estate Tax revenues are estimated to be about $6.98 M in FY 2004, $2.7 M in FY 2005, and
$735,000inFY 2006. Therecent federal law changesaccel eratethe scheduled increasein the unified credit and begin
phasing out the state death tax credit in 2002. These estimates are increased by the factors specified above to derive
the impact of the Inheritance Tax changes on the Estate Tax.

Generation Sipping Transfer Tax: The bill prohibits the Indiana Generation Skipping Transfer Tax from applying
to estates of decedentswho die during 2010. Thisconformsto therepeal of thefederal Generation Skipping Transfer
Tax towhichthelndianatax islinked. According to the Department of State Revenue, thistax hasaccounted for very
little revenue during its history. As aresult, any impact this provision may have will occur well into the future and
likely will be very minimal.

ThelndianaGeneration Skipping Transfer Tax dependson acredit against the federal Generation Skipping Transfer
Tax. The Federa tax and credit areto be repealed in 2010, but could return in 2011 asaresult of a sunset provision
on the federal legislation that included the repeal. In order to comply with the Congressional Budget Act of 1974,
the provisions of this legislation will sunset on December 31, 2010. Congressional observers expect that the
provisions of the Act will be extended or made permanent at some point in the future. Reportedly, the House
leadership hasindicated that legislation to make the provisions of the Act permanent will be considered in the near
future.

AGI Tax Deduction for Pension and IRA Distributions: The bill allows ataxpayer to deduct income from pensions,
annuities, and taxable IRA distributions from Adjusted Gross Income (AGI). In 2002 and 2003, an individual may
deduct thelesser of: (1) pension and annuity income or IRA distributions (for those at | east 59 and one-half yearsold)
that wereincluded in thetaxpayer’ sfederal AGI; or (2) $5,000. In 2004, the maximum deduction would beincreased
from $5,000 to $10,000. Since this change would be effective beginning with tax year 2002, the annual fiscal impact
would begin in FY 2003. The reduction in state revenue associated with this bill is estimated to be $94.8 M in FY
2003 and $101.4 M in FY 2004. Once the maximum deduction isincreased to $10,000, the impact is projected to be
$191.0 M in FY 2005. Revenue from the AGI Tax is deposited in the state General Fund.

The estimated impact is based on federal income tax data from 1996 through 1998. The tax datafor 1998 indicates
that 465,575 Indiana residents reported taxable pension or annuity income, and 84,456 of these individuals also
reported taxable IRA distributions. In addition, 78,501 others also reported taxable IRA income in 1998. The
estimates for FY 2003 to FY 2005 are based on the number of taxpayers that would have all or part of thisincome
deemed deductible, the historic rates of changein the number of individuals receiving taxabl e distributions, and the
size of these distributions.

AGI Tax Deduction for Federal Civil Service Annuities: The bill increasesthe maximum deduction for federal civil
service annuitiesto $5,000 in 2002 and 2003 and to $10,000 beginning in 2004. Since this change would be effective
beginning tax year 2002, theannual fiscal impact would beginin FY 2003. Therevenuelossfromthe $5,000 increase
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inthe deduction for federal civil service annuitiesisestimated to be approximately $5.5M in FY 2003 and FY 2004.
Revenue loss from the increase to $10,000 is estimated to be $11.3 M beginning in FY 2005.

The estimates are based on 1999 income tax return data relating to the civil service deduction and data from the
federal Office of Personnel Management. Currently, there are 24,914 federal retirees and 8,908 surviving spouses
residing in Indiana. These individuals will receive civil service annuity payments totaling approximately $598.4 M
during 2001. The average annuity for retirees and survivors in 2001 exceeds $10,000. As aresult, the estimates
assume that each annuitant is able to claim a maximum deduction of $5,000 or $10,000. It is important to note,
however, that the actual revenue loss could potentially be less than the estimates depending upon the extent that
annuitants also receive social security benefits.

AGI Tax Deduction for Military Retirement: The bill increases the maximum deduction for military retirement and
survivor’s benefits to $5,000 in 2002 and 2003 and to $10,000 beginning in 2004. Since this change would be
effective beginning tax year 2002, the annual fiscal impact would begin in FY 2003. The increase to $5,000 is
estimated to reduce revenue by approximately $2.0 M in FY 2003 and FY 2004. Theincreaseto $10,000is estimated
to reduce revenue by about $5.2 M in FY 2005. Revenue from the AGI Tax is deposited in the state General Fund.

The estimated impact is based on 1999 income tax return data relating to the military service deduction. This data
indicates that approximately $67.4 M in military service income was deducted from taxable income in 1999, about
$42.7 M of which is estimated to be attributable to military retirees. Thisis based on the total number of military
retirees reported in Indianain 1999 by the Department of Defense. Retirement pay data for 1996 to 2001 from the
Department of Defense al so suggests an average exceeding $10,000. Therefore, the estimates assumethat all military
retirees would be able to claim a maximum $5,000 or $10,000 deduction. The 1999 deduction amount is utilized to
estimate deduction amounts given a$5,000 and $10,000 maximum. These 1999 amountsare then estimated for 2002,
2003, and 2004 based on the 2.2% annual decline in the military service deduction that has been observed in recent
years.

Additional AGI Tax Deduction for the Elderly: The bill increases from $500 to $1,000 the AGI Tax deduction for
taxpayers who are 65 years of age or older and have afedera AGI less than $40,000. Since this change would be
effective beginning tax year 2002, the annual fiscal impact would begin in FY 2003. The revenue loss due to this
change could potentially total approximately $7.9 M to $9.4 M in FY 2003 and $8.0 M to $9.5 M in FY 2004.
Revenue from the AGI Tax is deposited in the state General Fund.

The estimates are based on individual tax return data from 1999 indicating that 451,726 eligible taxpayers claimed
the current $500 deduction. The resultant revenue loss is estimated to be approximately $7.7 M. The estimates for
FY 2003 and FY 2004 specified above are based on the 1999 total s. The low range estimates assume that the number
of taxpayers claiming the deduction will grow by 1% per year. Individual tax return dataindicates that the number
of taxpayers claiming the exemption for those who are 65 years of age or older or blind has increased annually by
an average of 1%. Population estimates by the U.S. Census Bureau tend to confirm thislong-run trend. The Census
estimates suggest that the number of Indianaresidents 65 and ol der hasincreased by about 0.84% per year since 1989.
Based on annual growth of 1%, the number of taxpayersclaiming theadditional elderly deductionisestimatedtototal
465,414 in tax year 2002 and 470,068 in 2003. In contrast, the high range revenue | oss estimates assume high rates
of growth initially. Since 1999 wasthefirst year that additional elderly deduction wasin effect, there may be some
lag in taxpayer response leading to higher rates of growth intheinitial few years of the deduction. For example, the
additional AGI Tax exemption for dependent children initiated in 1997 experienced growth ratesin the second and
thirdyearsof 13.34% and 7.11%, respectively. Assuming that the number of taxpayersclaiming theadditional elderly
deduction increases by similar ratesin 2000 and 2001, and then increases by 1% per year thereafter, the number of
taxpayers claiming the deduction in 2002 and 2003 is estimated to total 554,166 and 559,707, respectively.
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Inflation Adjustment of Personal and Spousal Exemption: The bill requires the existing $1,000 exemptions for
taxpayersand their spousesto be adjusted annually for inflation beginning in tax year 2003. Theinflation adjustment
is to be performed using the Consumer Price Index (CPl) computed by the U.S. Bureau of Labor Statistics. The
exemption amountswould beincreased each year by the percentage changein the CPI (unlessthe changeisnegative,
in which case exemptions would remain unchanged for that year). Since this change would be effective beginning
tax year 2003, the annual fiscal impact would begin in FY 2004. The revenue loss due to this provision could
potentially total approximately $4.4 M in FY 2004. Revenuefromthe AGI Tax isdepositedin the state General Fund.

The estimated impact of this provision is based on recent tax return counts for single, separate, and joint filers, and
average annual growth in the CPI. Counts of single, separate, and joint tax returnsfiled in 1999 indicate that atotal
of approximately 4,260,231 individuals were claimed under either the taxpayer personal exemption or the spousal
exemption. Return counts from 1996 to 1999 indicate average annual growth of 1.94% in the taxpayer and spousal
exemption. Based onthe 1999 total sand therecent trendsin exemptionsclaimed, thetaxpayer and spousal exemption
total is projected to equal 4,601,358 in 2003. The $1,000 exemptions are inflated by 2.8% for 2003 based on the
average annual rate of growth in the CPI from 1990 to 2000.

Dueto the annual growth inthe CPI and in the number of people claimed under these exemptions, the revenue loss
isexpected toincrease annually. (For instance, at 2.8% growth inthe CPI, the 2004 taxpayer and spousal exemptions
would increase from $1,028 to $1,052.) It is also important to note that actual year-to-year growth in the CPI from
1990 to 2000 ranged from alow of 1.55% in 1998 to a high of 5.4% in 1990.

A summary of the provisions of this bill is outlined in the table below.

FY 2003 FY 2004
State Revenues (millions)
Inheritance Tax Repeal (88.3 M)
Pension/IRA Deduction (94.8 M) (101.4 M)
Civil Service Annuities Deduction (5.5M) (5.5M)
Increase
Military Retirement Deduction (2.0 M) (2.0 M)
Increase
Add'| Elderly Deduction Increase (79M -9.4 M) (8.0M -95M)
Inflation Adjustment of Personal (4.4 M)
Exemptions
Total State Revenues (1102 M - 111.7 M) (209.6 M - 211.1 M)
State Expenditures
County Inheritance Tax Replacement 75M
Net I ncr ease (Decr ease) (1102 M - 111.7 M) (217.1 M - 218.6 M)
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Explanation of L ocal Expenditures:

Explanation of L ocal Revenues: Inheritance Tax Repeal: The repeal of the Inheritance Tax is estimated to result
in an annual net revenue loss to counties of $2.5 M statewide beginning in FY 2004. The annual impact beginning
in FY 2004 is summarized in the table below.

Annual Impact Beginning
in FY 2004
Inheritance Tax Revenues ($9.9 M)
State Expenditures for County Replacement $7.5M
Net Increase (Decrease) ($2.5M)

Counties retain 8% of the Inheritance Tax collected on transfers made by Indiana residents. The repeal of the
Inheritance Tax is estimated to reduce county Inheritance Tax collections by approximately $9.9 M. Thisis based
on the Revenue Technical Committee’ supdated FY 2003 forecast (as of November 14, 2001) for the Inheritance Tax
and assumes that revenue will remain the same in subsequent years. It is important to note that a reduction in the
amount of Inheritance Tax retained by counties due to the bill may be reimbursed by the state under the replacement
provision established by P.L. 254-1997. Thetabl e al so specifiesthe amount of replacement funding the countieswill
receivebeginningin FY 2004. Thereplacement provision wasestablished whenthe Class A exemptionwasincreased
onJuly 1, 1997. Thereplacement provision guaranteesthat in each fiscal year each county receives an amount under
the Inheritance Tax that is equal to thefive-year annual average amount of Inheritance Tax revenue retained by that
county from FY 1991 to FY 1997, excluding the highest and lowest year. The maximum amount of county
replacement for any year isapproximately $7.5 M. A copy of a spreadsheet showing the amount of Inheritance Tax
replacement guaranteed to each county under P.L. 254-1997 isavailable from the Office of Fiscal and Management
Analysis.

AGI Tax Changes: Because the proposed changes would serve to decrease taxable income, countiesimposing local
option income taxes (CAGIT, COIT, and/or CEDIT) may, as a result, experience an indeterminable decrease in
revenue from these taxes.

State Agencies Affected: Department of State Revenue.

L ocal Agencies Affected: Counties.

Information Sources: U. S. Census Bureau, Resident Population for Selected Age Groups: 1980 to 1989, March
1995; U.S. CensusBureau, Popul ation 65 Yearsand Over and 85 Yearsand Over, Region, and State: 1998, February
11, 2000; DOR State and Federal Income Tax datafor various years,; State Revenue Forecast, November 14, 2001,
Bill Reynolds, Indiana Department of State Revenue, 232-2075; OFMA Inheritance and Estate Tax Databases;
OFMA County Replacement Spreadsheet.
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